
                                  

Problem Set #2 Answer Sheet (64 points) 
 

Directions: Evaluate the assigned answer set, write corrections on the paper you are evaluating; on the 

top of the first page write their total score clearly and circle it, and write “graded by” with your name. 

 

1.   EXPLAIN an experience or example that shows the “real world” application of each of the 

following including definitions of the terms in their own words and used examples that clearly 

demonstrate your understanding of each concept. (4 points) 

a. The Law of Demand: individuals demand more at lower prices and less at higher prices  

The Law of Supply: producers supply more at higher prices and less at lower prices 

b. The Law of Diminishing Marginal Utility: each successive unit of a good/service consumed adds 

less to the total utility than the previous unit 

c. Normal Goods: a rise in income increases demand for that good 

Inferior Goods: a rise in income decreases demand for that good 

d. Consumer’s Surplus: the net gain of a buyer- the difference between the willingness to pay and 

the amount actually paid 

Producer’s Surplus: the profit of the seller- the difference between the cost to produce and the 

amount received in revenue 

 

2.   Supply and Demand Worksheets (20 points) 

a. Supply and Demand Study Guide (6 points) 

 6 points if completed entirely, NO blanks 

 5 points if one graph or section blank 

 4 points if two sections blank 

 3 points if three sections blank 

 2 points if four sections blank 

 1 point if five sections blank 

b. Demand and Supply Practice (1 point each, circle their mistake) 

1. D P Q expectation of future price 

2. S P Q availability of resource  

3. D P Q substitute 

4. S P Q price of resource 

5. S P Q OC of alternative production 

6. D P Q taste/preference 

7. S P Q technology 

8. D P Q complement 

9. S P Q gov’t action: tax 

10. Price doesn’t shift the curve: surplus 

11. S P Q gov’t action: subsidy 

12. S P Q number of producers 

13. No shift: price ceiling creates a shortage 

14. D (taste & preference) S (technology) P? Q 

 

 

 

 

 

 

 

 

 



                                  

3.   Government Intervention 

a. EXPLAIN the results of the three following government policies. Be sure to draw each on a separate 

graph: price floor, price ceiling, production, subsidy, and production quota. (5 points) 

 1 Point for drawing the correct graph for price ceiling. (below eq.) 

 1 Point for drawing the correct graph for price floor. (above eq.) 

 1 Point for explaining that ceilings result in shortages and floors result in a surplus 

 1 Point for drawing  the correct graph for a subsidy (supply shift right) 

 1 Point for drawing the correct graph for a production quota. (supply curve becomes perfectly 

inelastic) 

 

b. The government often uses excise taxes, called sin taxes, to manipulate the consumption of cigarettes. 

Draw and label the shift form a tax. Identify the new price consumers pay, the price producers receive, the 

amount of tax revenue consumers pay, and the amount of tax revenue producers pay. Lastly, explain why it 

is unlikely that this tax will significantly reduce cigarette consumption. (5 points) 

 1 Point correctly labeled S&D graph with equilibrium price and quantity 

 1 Point decrease/leftward shift in supply as a result of a tax 

 1 Point correctly labeled tax revenue, price consumers pay, and price sellers receive  (SEE BACK) 

 1 Point correctly labeling amount of tax revenue consumers pay and the amount of tax revenue 

producers pay 

 1 Point for explaining that consumption for will not reduce significantly because cigarettes are 

addictive and consumers of cigarettes consider them necessities with few substitutes. An increase in 

price will not result in a large decrease in quantity. The word INELASTIC must be used to get this 

point. 

 

4.  Elasticity 

a. Give three reasons why the demand for some goods are elastic and other are inelastic. In your response, 

define elasticity and inelasticity and give examples of each. (5 points) 

 1 Point- inelastic-insensitive to a change in price 

 1 Point- elastic-sensitive to a change in price 

 1 Point- Explaining that inelastic goods are usually necessities with few substitutes or make up a 

small portion of income  

 1 Point- Elastic goods are necessities with many substitutes. 

 1 Point- Examples of both types  

b. EXPLAIN how the total revenue test can be used to determine if a demand curve is elastic or 

inelastic. Use two graphs with numerical examples in your response. (5 points) 

 1 Point- Explaining that when demand is inelastic a price increase causes TR to increase (and vice 

versa) 

 1 Point- Explaining that when demand is elastic a price increase causes TR to fall (and vice versa). 

 1 Point- Drawing two graphs. Inelastic demand is relatively steep and elastic demand is 

relatively flat 

 1 Point- Appropriate numbers for graph of elastic demand curve* 

 1 Point- Appropriate numbers for graph of inelastic demand curve* 

*Make sure numbers make sense. Ex: for inelastic, the % change in price should be larger than the % 

change in quantity demanded 

 

 

 

 

 

 



                                  

5.  Utility Maximization 

a. You just won a $100 shopping spree at a store that sells only DVDs and CDs. You are trying to determine 

what combination of these two goods would maximize your utility. The price of CDs is $10 and DVDs are 

$20. Below is the total utility you receive from consuming these goods. (4 points) 

CDs Total Utility MU MU/$1 DVDs Total Utility MU MU/$1 

1 60 60 6 1 160 160 8 

2 110 50 5 2 300 140 7 

3 150 40 4 3 420 120 6 

4 180 30 3 4 520 100 5 

5 200 20 2 5 600 80 4 

6 210 10 1 6 660 60 3 

 

b. If you only had $100, EXPLAIN how you determine the utility maximizing combination of CDs 

and DVDs? (3 points) 

1 point- for identifying 2 CDs and 4 DVDs 

2 points- for explanation 

1 point- for explaining that to find utility maximizing combination you must calculate 

marginal utility per dollar (MU/$1). 

1 point- for explaining you continue buying the good with the highest marginal utility per 

dollar until you reach the income restraint of $100  

c. If your reward increased and your income constraint became $130, EXPLAIN how you 

determine the utility maximizing combination of CDs and DVDs? (3 points) 

1 point- for identifying 3 CDs and 5 DVDs 

2 points- for explanation 

 1 point- with an additional $30 you should buy one more CD and one more DVD 

1 point- you continue buying the good with the highest marginal utility per dollar until 

you reach the income restraint of $130 

 


